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FINAL STATEMENT OF REASONS

May 12, 2008 REG-2006-00009

DISABILITY INCOME INSURANCE BENEFIT REDUCTION REGULATIONS

UPDATED INFORMATIVE DIGEST

The Department’s Informative Digest remains accurate and is incorporated by reference herein,
subject to the following updates:

On April 8, 2008 the Department issued a Notice of Availability of Revised Text for the
proposed regulations. The Department determined that the following changes were advisable, for
the following reasons:

1. Section 2232.45.1. Authority and Purpose.

a. The original language of this section did not include a description of the substance of
section 2232.45.5 in its description of the purpose of Article 2.2. Section 2232.45.5 concerns
the insurer’s duty of good faith and fair dealing in estimating earnings received by the insured
for work performed while disabled, and it is a part of Article 2.2. The Department added
language to section 2232.45.1 to correct this inconsistency, by including a description of the
substance of section 2232.45.5 in section 2232.45.1°s description of the purpose of Article
2.2.

b. The original language of this section stated that the article applies to all forms which
provide for group disability income insurance coverage and which are subject to approval
under the California Insurance Code (“CIC”). However, this statement is inconsistent with
section 2232.45.5, which applies to all insurers authorized to transact disability insurance in
this State. Therefore, in order to resolve this inconsistency, the Department amended section
2232.45.1 so that the article applies to all insurers authorized to transact disability insurance
in California. It then amended sections 2232.45.2, 2232.45.3, and 2232.45.4 so that their
scope was not enlarged. Sections 2232.45.2, 2232.45.3, and 2232.45.4 apply to policies of
group disability income insurance which are subject to approval under the California
Insurance Code.

2. Section 2232.45.2. Benefit Reductions Shall Not Be Based on Involuntary Retirement.

I a. As stated above, the Department amended this section so that it states that it applies only
to policies of group disability income insurance which are subject to approval under the
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California Insurance Code. The Department re-worded the section by changing “could” to ’
“would,”, deleting a comma, and re-phrasing language concerning the insured’s voluntary

retirement without changing the substance of the regulation, in order to make the regulation

clearer. The Department changed the “PERS” reference to the more inclusive and accurate

“Public” because the scope of the regulation is not limited to PERS, which is just one type of

public normal retirement age benefit.

b. The Department received public comments indicating that there was a potential clarity
problem with section 2232.45.2 in that it was unclear to some whether the section applied in
instances in which an insured was receiving benefits because he or she had voluntarily
retired. The Department amended the regulation to clarify that the regulation did not apply in
those instances. The regulation now states that it does not prohibit an insurer from deducting
the amount of a benefit listed, to the extent the benefit is deductible under existing law, when
the benefit has been received by the insured as a result of the insured’s voluntary retirement.

c. The Department received public comments stating that the Department did not have legal
authority or support for the regulation. The Department amended section 2232.45.2 to
include citations to Gruenberg v. Aetna Insurance Company (1973) 9 Cal.3d 566, and Smith
v. Alum Rock Union Elementary School District (1992) 6 Cal. App.4™ 1651 as additional
support and refinement for the authority and reference citations already cited. The
Gruenberg case is cited for holding that an insurer owes to its insured an implied-in-law duty
of good faith and fair dealing that it will do nothing to deprive the insured of the benefits of
the policy. Gruenberg, 9 Cal.3d 566 at 575. The Department had already cited Gruenberg as
a reference citation for section 2232.45.5. The Department added the citation to Gruenberg
as an additional reference citation for section 2232.45.2, to note that an insurer’s obligation to
comply with the Kalvinskas case would be part of the insurer’s duty of good faith and fair
dealing.

The Smith case held that the exclusion of employees from eligibility for disability benefits
based solely on age, pursuant to Cal. Education Code section 23902, so that those employees
were forced to choose the less desirable option of retirement, was an “involuntary retirement”
prohibited by the ADEA (29 U.S.C. section 623(f)(2)). In the Smith case the employee was a
teacher, and her benefits were from a public source (State Teachers’ Retirement System)
rather than a private source. The Department cites Smith in response to public comments that
the holding of the Kalvinskas case on violations of the ADEA does not apply when public
benefits are at issue. Section 2232.45.2 includes public retirement benefits, and the citation
to the Smith case simply provides more specific reference authority for the language of the
regulation.

3. Section 2232.45.3. Benefit Reductions Shall Not Be Based on Estimated Workers’
Compensation Temporary Disability Benefit Not Actually Received by the Insured.

a. As stated above, the Department amended this section so that it states that it applies only
to policies of group disability income insurance which are subject to approval under the
California Insurance Code. The Department amended this section to correct the spelling and
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punctuation of “worker’s compensation” to “workers’ compensation.” The ‘Department
changed the word “could” to “would” in an effort to increase clarity.

4. Section 2232.45.4. Benefit Reductions Shall Not Be Based on Workers’ Compensation
Permanent Disability.

a. As stated above, the Department amended this section so that it states that it applies only
to policies of group disability income insurance which are subject to approval under the
California Insurance Code. The Department amended this section to correct the spelling and
punctuation of “worker’s compensation” to “workers’ compensation.” The Department
received public comments that permanent workers’ compensation benefits “cover the same
risk” as disability income insurance policies, and should therefore be offset against benefits
under the policies, and comments that the Department was misinterpreting the Russell case.
In response, the Department added the citation to Canova v. NLRB (9™ Cir. 1983) 708 F.2d
1498. The Canova decision does not hold that permanent workers’ compensation benefits
“cover the same risk” as long term disability policies. The court in Canovav. N.L.R.B. o™
Cir. 1983) 708 F.2d 1498 held that an award “which is reparation for permanent physical-
injury...is not compensation for lost wages during a particular period and is not deductible™
from a backpay award. Canova v. N.L.R.B., 708 F.2d 1498 at 1504. The Canova court-cited
and quoted the Russell case in support of its holding. The court in the Canova case cites the
Russell decision for the same point of law as does the Department. The Canova case
provides support for the Department’s citation and interpretation of Russell.

5. Section 2232.45.5. Benefit Reductions Based on Earnings Received for Work Performed
While Disabled.

a. The only change to this section was a grammatical change, changing “it’s” to “the” to
improve clarity.

6. Section 2536.2 Advertisements of Benefits Payable, Losses Covered or Premiums
Payable.

a. The Department received comments that the regulation was too broad and burdensome,
because it (1) applied to all advertisements, and (2) required a description of each reduction
and the circumstances under which the reduction would apply. These comments are well-
founded. In response, the Department amended the regulation to narrow its scope and narrow
its requirements. The amended regulation no longer applies to all advertising, but instead
applies only to detailed forms of advertising known as “invitations to contract.” The
regulation’s disclosure requirements have been narrowed as well, so that the invitation to
contract need not contain descriptions of “each such reduction and the circumstances under
which the reduction would apply.” Instead, the invitation to contract need only contain an
example of how “at least two common reductions” would reduce the dollar amount of the
maximum benefit that an insured would receive.

b. The Department received public comments that the required dollar amount example could
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mislead some people into thinking that the example reflected their particular situation. The
Department responded by amending the regulation to include a sentence stating that the
insurer may couple the example of benefit reductions with a disclaimer which explains that
the example is illustrative only and is not intended to reflect the situation of a particular
claimant under the policy.

¢. For improved clarity, the Department amended the regulation by inserting the words
“dollar” and “maximum” to specify that the example shows the “dollar” amount of the
“maximum” benefit. The Department made other minor changes for clarity and to conform
the regulation to the public comments mentioned above, such as substituting “an” for “the,”
“example” for “information,” deleting “stating” and replacing it with “showing in a dollar
amount example,” and deleting “what may reduce the benefit amount, and.” For accuracy,
the regulation was amended to state that it is designed to “better explain” rather than “fully
disclose” the effect of benefit reductions.

On April 24, 2008 the Department issued a Notice of Availability of Revised Text for the
proposed regulations. The Department determined that the following changes to the regulations
were advisable, for the following reasons:

a. The Department received additional public comments with regard to the April 8, 2008 version
of the regulations which questioned the Commissioner’s rulemaking authority for the regulations.
In response to these comments, the Department added citations to CalFarm Ins. Co. v.
Deukmejian (1989) 48 Cal.3d 805, and 20" Century Ins. Co. v. Garamendi (1994) 8 Cal.4" 216
to all regulation sections as additional authority supporting the Commissioner’s rulemaking
authority to implement, interpret, and make specific provisions of the Insurance Code. These
citations do not expand the scope of the regulations, but rather confirm that the Commissioner
has implied rulemaking authority in addition to the express rulemaking authority already cited as
CIC section 790.10. At the suggestion of a commentator, the Department also added a citation to
CIC section 790.02 to all regulation sections as a reference statute. Section 790.02 prohibits the
acts and practices listed in section 790.03, which is also cited as reference for each section.
However, even without the addition of the citation to section 790.02, the acts and practices set
forth in section 790.03 are still forbidden.

b. The Notice of Availability of Revised Text that was made available to the public with the
April 8, 2008 version of the regulations stated that all additions to the regulations were double-
underlined. Due to clerical error, some additions were only single-underlined in the regulation
text. To ensure that the public has an opportunity to comment on the portions of the text that
were single-underlined in error, these portions of the text were included in the portions of the text
that were marked with dotted underline, to indicate additional changes, and were re-noticed for
comment on April 24, 2008. The language which was re-noticed for public comment in this
manner is the changes to section 2232.45.2 described above, excluding the dotted underlined
language that cites to the CalFarm and 20" Century cases and CIC section 790.02.

c. The Department received public comments stating that most long-term disability income
insurance policies cover the same risk as workers’ compensation permanent disability benefits.
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The Department believes this position is incorrect. In response to the comments, the Department
added a citation to the Erreca case to reference its definition of disability coverage. Under
Erreca v. Western States Life Ins. Co. (1942) 19 Cal.2d 388, disability coverage “is designed to
provide a substitute for earnings when, because of bodily injury or disease, the insured is
deprived of the capacity to earn his living. (citation omitted) It does not insure against loss of
income.” Erreca v. Western States Life Ins. Co. (1942) 19 Cal.2d 388, at 397. This is not the
same thing as workers’ compensation permanent disability benefits, which the court in Canova v.
N.L.R.B. (1983) 708 F.2d 1498 held are “reparation for permanent physical injury...is not
compensation for lost wages during a particular period and is not deductible” from a backpay
award. Canova v. N.L.R.B. (1983) 708 F.2d 1498, 1504. The citation to Erreca helps to clarify
the nature of the disability coverage to which the regulation applies and the difference between
that type of coverage and workers’ compensation permanent disability benefits. The Department
cited the Erreca case for its definition of disability income insurance policies in the Notice of
Proposed Action and Notice of Public Hearing, Informative Digest, Policy Statement Overview.

d. In response to a suggestion in public comments, the Department amended section 2232.45.5
to refer to “certificate holder” rather than “insured.” While ”insured” is not inaccurate, the +
insured individual is also referred to as the “certificate holder” in the context of group coverage.

On April 24, 2008 the Department also issued a Notice of Addition to Rulemaking File for the-
proposed regulations. The Department added the documents listed below for the reasons set -
forth below. -

Category One: Insurance company advertisements and related materials. These documents were
added to the rulemaking record to show the kinds of advertisements and marketing materials,
including enrollment materials, which insurers provide to the public concerning group disability
income insurance. The materials show various kinds of benefit reductions and how they are
disclosed to the public. The materials also include excerpts from policy forms which show
benefit reduction provisions.

1.The Hartford’s Broker/Employer Brochure, titled “Disability Literacy Study: Unintended
Exposure: The Surprising ‘Big Gamble’ Employees Take Every Day,” provided to brokers or
employers/policyholders presale and postsale

2.The Hartford’s Employee Brochure: “Income Protection for Long-Term Disabilities,” provided
to employees/certificate holders pre- and post-enroliment

3.The Hartford’s Employee Brochure: “Income Protection for Short-Term Disabilities,” provided
to employees/certificate holders pre- and post-enrollment

4. The Hartford’s Benefit Highlight Sheets: “Disability Benefit Highlights,” “Long-Term
Disability Benefit Highlights,” and “Short-Term Disability Benefit Highlights,” provided to
employees/certificate holders pre-enrollment (sample policyholder name redacted)

5.The Prudential Insurance Company of America’s flyer (policyholder’s name redacted), form
number IFS-A123674 Ed. 0906 “Disability Insurance Can Help Your Employees When They
Need Help Most,” provided to employees of group policyholder

6.The Prudential Insurance Company of America’s Custom Enrollment Material for Group
“Long Term Disability Insurance” (policyholder’s name and rate information redacted), forms
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IFS-A091258 Ed. 3/2005 ECEd.5.2006-1904 EXP.11.2007 and GL 2005.055 Ed. 3/2005
ECEd.5.2006-0973 EXP.11.2007 ‘
7.The Prudential Insurance Company of America’s Custom Enrollment Material for Group Non-
Exempt Employees “Long Term Disability Insurance” (policyholder’s name and rate information
redacted), forms IFS-A091258 Ed.3/2005 ECEd.5.2006-1905 EXP.11.2007 and GL.2005.055
Ed.3/2005 ECEd.5.2006-0974 EXP.11.2007

8.The Prudential Insurance Company of America’s Custom Enrollment Material for Group
“Short Term Disability Insurance” and Group “Long Term Disability Insurance” (policyholder’s
name and rate information redacted), forms IFS-A091258 Ed.3/2005 ECEd.2.2006-1959
EXP.8.2007 and GL.2005.055 Ed.3/2005 ECEd.2.2006-0668 EXP.8.2007

9.Reliance Standard Life Insurance Company Proposal of Service for Group Long Term
Disability insurance, provided to employers presale (policyholder’s name, broker’s name, and
rate information redacted)

10.Reliance Standard Life Insurance Company Proposal of Service for Voluntary Disability
Income Protection Proposal Summary, for group disability income insurance, provided to
employers presale (policyholder’s name, broker’s name, and rate information redacted)
11.Reliance Standard Life Insurance Company brochure for employees, “Reliance Standard
Voluntary Plans Voluntary Disability Income Protection Insurance,” form RS 2165 (4/06)
12.Liberty Mutual Group Insurance “Group Benefits” brochure, provided to employers
13.Liberty Mutual Group Insurance “Long Term Disability Insurance” brochure, provided to
employers

14 Excerpt from Liberty Mutual Long Term Disability policy, form numbers DOC3-LTD-0003
and DOC3-LTD-0012.05 showing how the monthly benefit is figured, with list of offsets
15.Excerpt from Liberty Mutual Short Term Disability policy, form numbers DOC3-STD-0001
and DOC3-STD-0002.05 showing how the monthly benefit is figured, with list of offsets

16.The Guardian Life Insurance Company of America’s marketing materials, forms 2003-6904,
Pub 2758N 2003-2269, Pub 27580 2003-2203, 2002-5755,2002-5757, 2002-5756, 2001-21
(12/99), 2002-1680 (3/02), 2002-1681 (3/02), 2002-1677 (3/02), 2002-1678 (3/02), 2002-1679
(3/02), Pub 3255 (8/00) 99-1999, “Sample Short Term Disability Program Benefit Illustration,”
and “Sample Long Term Disability Program Benefit Illustration”

17.Standard Insurance Company “Voluntary Long Term Disability Insurance” advertisement,
form number GP190-LTD/S399, showing how benefits are reduced by offsets, provided to
employees

Category Two: E-mails received by the Department of Insurance concerning legal authority.
These documents were added to the rulemaking record because they were received, reviewed,
and considered by the Department in connection with the regulations.

18.E-mail from Cassie Springer-Sullivan to Nancy Hom dated February 7, 2008 containing legal
analysis concerning permanent disability offsets (with names of parties in litigation redacted)
and a copy of Carstens v. U.S. Shoe Corporation’s Long-Term Benefits Disability Plan (2007)
520 F. Supp.2d 1165

19.E-mail from Cassie Springer-Sullivan to Nancy Hom dated February 19, 2008 containing
legal analysis concerning ERISA

20.E-mail from Cassie Springer-Sullivan to Nancy Hom dated February 19, 2008 containing
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legal analysis concerning involuntary retirement and the Kalvinskas case

Category Three: Settlement Agreement, with Amendment. These documents were added to the
rulemaking record to show that the regulations address certain benefit reduction issues which are
included in the Settlement Agreement and that they fulfill the Department’s obligation under the
Settlement Agreement, as amended, to adopt regulations concerning the subject matter of
paragraph 25 of the Settlement Agreement no later than May 19, 2008.

21.Settlement Agreement in Association of California Life & Health Insurance Companies, et al.
v. Garamendi, Sacramento County Superior Court Case #05CS01668, dated July 21, 2006, and
Amendment to Settlement Agreement in Association of California Life & Health Insurance
Companies, et al. v. Garamendi, Sacramento County Superior Court Case #05CS01668, dated
July 21, 2006

Category Four: Print-outs from the U.S. Social Security Administration Office website. These
materials were added to the rulemaking record so that the record includes specific information
about Social Security disability benefits, including information about how many claimants:apply
to Social Security for disability benefits, what percentage of claims are granted, and how much
various claimants receive in terms of dollar amounts of benefits paid. 5

22. U.S. Social Security Administration Office of Policy Annual Statistical Supplement, 2007
“Old-Age, Survivors, and Disability Insurance” “Benefits Awarded, Disabled Workers, Table
6.C1 Number and percentage distribution, by monthly benefit and sex, 2006, Table 6.C2
Number, average age, and percentage distribution, by sex and age, selected years 1957-2006, and
Table 6.C7 Number of applications, awards, ratio of awards to applications, and awards per
1,000 insured workers, selected years, 1960-2006,” from www.socialsecurity.gov website -

Category Five: E-mail received by the Department of Insurance concerning correction to
typographical error in public comments. This document was added to the rulemaking record
because it was received, reviewed, and considered by the Department in connection with the
regulations.

23.E-mail dated July 31, 2007 from Ted Angelo to Nancy Hom concerning a typographical error
in public comments, and Nancy Hom’s response dated August 1, 2007

Category Six: Print-outs from the State of California Employment Development Department
website. These materials were added to the rulemaking record so that the record contained
information from the State of California concerning eligibility for state disability benefits and the
benefits themselves. :

24 Eight-page print-out from the State of California Employment Development Department
www.edd.ca.gov website titled “Disability Insurance” regarding eligibility and benefits.

1
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UPDATE OF INFORMATION CONTAINED IN INITIAL STATEMENT OF REASONS

The Department’s Initial Statement of Reasons remains accurate and is incorporated by reference
herein, subject to the following updates:

SPECIFIC PURPOSE AND REASONABLE NECESSITY FOR REGULATIONS:

Section 2232.45.1. Authority and Purpose.

This section has been amended as set forth above in the Updated Informative Digest, for the
reasons set forth above. The purpose of section 2232.45.1 as amended is to make the authority
and purpose for the regulations clear. Section 2232.45.1 is reasonably necessary to carry out this

purpose.

The Department added additional citations to authority (Calfarm v. Deukmejian (1989) 48 Cal.3d
805; 20" Century Ins. Co. v. Garamend;i (1994) 8 Cal. 4™ 216) and referenced CIC section
790.02 in response to public comments. The Legislature and the Courts have given the
Commissioner broad rulemaking authority to implement statutes such as CIC section 790.03.
CIC 790.10 states: “The commissioner shall, from time to time as conditions warrant, after notice
and public hearing, promulgate reasonable rules and regulations, and amendments and additions
thereto, as are necessary to administer this article.” CIC 790.03 is in the article to which CIC
790.10 refers. The Commissioner “has broad discretion to adopt rules and regulations as
necessary to promote the public welfare.” Calfarm v. Deukmejian (1989) 48 Cal.3d 805, 824-
825. Moreover, the Commissioner’s rulemaking authority is implied as well as express. In
discussing the Commissioner’s powers to establish regulations under Proposition 103, the
California Supreme Court stated: “As we made plain in Calfarm, the commissioner “may
exercise such ...powers...as may fairly be implied” from the initiative (Id. At p. 824, 258 Cal.
Rptr. 161, 771 P.2d 1247, internal quotation marks and italics omitted.) In our view, the
adoption of substantive regulations is one of these powers.” 20" Century Ins. Co. v. Garamendi
(1994) 8 Cal. 4" 216 at 280. Given the broad scope of the Commissioner’s rulemaking powers
and the express delegation of rulemaking authority in CIC 790.10, there is no question that the
Commissioner has rulemaking authority to implement the provisions of CIC 790.03. This
authority is set forth in section 2232.45.1.

The regulations implement, interpret, and make specific the provisions of CIC section 790.02 and
790.03, which prohibit misleading statements. See CIC 790.03(a) and 790.03(b). The
regulations implement, interpret, and make this prohibition specific by prohibiting certain kinds
of misleading statements. The regulations would not permit policy provisions to be construed in
a manner which is inconsistent with existing law. The regulations would not permit statements
by which an insurer unreasonably withholds payments due under a policy by estimating and
deducting earnings without a good faith reasonable basis for the calculation of the amount of
estimated earnings. The regulations would require more disclosure in advertising statements so
that they adequately disclose how a product works. CIC section 790.10 gives the Commissioner
rulemaking authority to implement CIC 790.03 by defining what is “misleading.” Nothing in
CIC 790.10 exempts 790.03 from the broad grant of rulemaking authority given to the
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Commissioner, and nothing limits the commissioner to defining what is “misleading” on a case-
by-case basis in hearings under CIC section 790.06.

Section 2232.45.2. Benefit Reductions Shall Not Be Based on Involuntary Retirement.

This section has been amended as set forth above in the Updated Informative Digest, for the
reasons set forth above. The purpose of section 2232.45.2 as amended is to prohibit insurers
from estimating and deducting from an insured’s maximum benefit amount the amount of
retirement benefits, of the kinds specified in section 2232.45.2, that the insured would receive if
the insured voluntarily retired. This purpose is achieved by prohibiting policy provisions by
which insurers estimate and deduct such amounts when the insured has not voluntarily retired.
As made clear in the amendments, the section only applies in situations in which the insured has
not voluntarily retired. Nothing in the section prohibits an insurer from deducting the amount of
a benefit specified in the section, to the extent the benefit is deductible under existing law, when
the benefit has been received by the insured as a result of the insured’s voluntary retirement.

The purpose of benefit reductions is to prevent the insured from double-dipping, e.g.,
receiving a windfall of simultaneous payments of long-term disability benefits and other benefits,
such as pension benefits in full. If benefit reductions in the form of offsets were not allowed;-a:
disabled insured could receive more money for lost earnings while disabled than while working.
However, when the insured is not eligible to receive pension benefits there is no double-dipping.
Hence, section 2232.45.2 prohibits policy provisions which allow insurers to estimate and deduct
the certain specified benefits when the insured has not voluntarily retired and is therefore not.
eligible to receive them. The Department has determined that the regulation is necessary in order
to prevent misinterpretation of policy provisions and to establish a uniform rule of general
application on this issue. The record contains public comments which support a finding of
necessity. [See, e.g., Rulemaking record, Volume 1, Tab N, April 11, 2008 letter from attorney
Ron Dean, page 1 item 1; Rulemaking record, Volume 1, Tab O, April 23, 2008 letter from
attorney James P. Keenley, pages 1 - 5.] The record also contains insurer materials which can be
read as allowing insurers to estimate and deduct certain specified retirement benefits. [E.g.,
Rulemaking record, Volume 2, Tab E, Reliance Standard Voluntary Plans Disability Income
Protection Insurance, page 4]

An insurer should not be allowed to unilaterally determine that an insured is “eligible” for
disability-based retirement benefits when the insured has not chosen to retire and receive them,
and then offset the amount of such benefits against benefits the insured is entitled to receive
under his or her disability income insurance policy. This is inconsistent with the Kalvinskas
holding on “eligibility” under the ADEA. The Kalvinskas case holds that an insured is not
“eligible” to receive retirement benefits unless and until he or she has chosen to retire. The court
found that the purpose behind allowing the offset at all is to prevent double dipping, i.e., “to
prevent an employee from receiving the windfall of simultaneous payments of long-term
disability and pension benefits in full.” Kalvinskas, 96 F.3d 1305 at 1311. When the employee
has no right to receive the pension payments because he has not retired, no double-dipping is
possible.
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The same rationale applies to offsets of disability-based retirement benefits. The purpose of
permitting insurers to offset such benefits in the first place is to prevent double-dipping. When
double-dipping is not possible because the employee has not retired, there is no rationale to
support the offset, other than the insurer’s desire to minimize the amount of benefits it is
responsible for paying. The Department does not claim that the ADEA applies to non-age-based
retirement benefits; it is not “expanding” the ADEA to these situations. Rather, it is applying the
rationale supporting the Kalvinskas decision and allowable offsets in general in a uniform way to
the categories of retirement benefits set forth in section 2232.45.2, be they age-based or
disability-based.

In addition, with regard to the age-based benefits specified in section 2232.45.2, if an insurer can
force the insured to retire and accept age-based benefits, the insured may receive reduced
retirement benefit payments as a result of having to claim the benefits earlier rather than later.
As noted in the public comments of James P. Keenley, there is a strong public policy supporting
the preservation of retirement benefits, evidenced in part by the authorities cited in his April 23,
2008 comments. [Rulemaking Record, Volume 1, Tab O, letter dated April 23, 2008, pages 1-5]
This public policy is not served by allowing insurers to estimate and offset retirement benefits
and thus force not only retirement, but in some cases the permanent reduction of the insured’s
age-based retirement benefits.

Section 2232.45.3. Benefit Reductions Shali Not Be Based on Estimated Workers’
Compensation Temporary Disability Benefit Not Actually Received by the Insured.

This section has been amended as set forth above in the Updated Informative Digest, for the
reasons set forth above. The Initial Statement of Reasons sets forth the purpose of section
2232.45.3. It should also be noted that the Workers’ Compensation Appeals Board (WCAB) has
exclusive jurisdiction to determine who receives workers’ compensation benefits and in what
amount. Cal. Labor Code section 5300. Group disability insurance liens specifically come under
WCAB jurisdiction through Labor Code subsections 5300(e) and 5300(f), which apply to orders
under “Division 4.” Division 4 includes lien claims. Group disability insurers are lien claimants
under Cal. Labor Code section 4903(c) and Cal. Labor Code section 4903.1. When an insurer
estimates the amount of a workers’ compensation benefit that an insured would get but which the
insured has not received, the insurer is in effect stepping into the shoes of the WCAB. This is
inconsistent with the WCAB’s exclusive jurisdiction over workers’ compensation awards.

If an insured fails to file a claim for workers’ compensation, the insurer may initiate that
proceeding itself. Cal. Labor Code section 5300(e); 5500; and 8 Cal. Code of Regulations
section 10364. Insurers also have resources to investigate claims in order to deal with dishonest
or uncooperative claimants. It is inconsistent with the Labor Code for a disability insurer to
determine whether there is an injury that is compensable in the WCAB process and to estimate,
outside the WCAB process, what the injured person would receive in workers’ compensation
benefits from the WCAB. Doing so can invite speculation. The fact that a lien increases costs is
not sufficient justification for allowing insurers to circumvent the workers’ compensation system
by estimating what the system would award to their insured and then deducting it from the
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benefits they pay to the insured. It appears that a general rule, in the form of a regulation,
prohibiting provisions which allow estimation and deduction of these benefits is necessary in
order to be consistent with the above authorities.

The regulation is necessary to prevent a situation similar to the one described above, in the
involuntary retirement context, from occurring in which an insurer estimates and deducts
workers’ compensation temporary disability benefits when those benefits have not been received
by the insured. This can cause great hardship to the insured, who then receives neither temporary
workers’ compensation benefits nor benefits under his or her disability income insurance policy,
and it circumvents California’s existing statutory scheme for workers’ compensation, which
allows the insurer to place a lien on benefits in the insured’s workers’ compensation proceeding.
The necessity for the regulation is evidenced by the public comments of Cassie Springer Sullivan
[Rulemaking File Volume 1, Tab I, hearing transcript pages 30:8-31:18] and James P. Keenley
[Rulemaking File Volume 1, Tab O, April 23, 2008 public comments, page 7 item 3, where Mr.
Keenley states that this regulation is necessary to as not to overburden the Workers’
Compensation system with questionable claims filed by disabled people incented to file such
claims to avoid a severe reduction in income.]. Examples of language which could be construed
to allow offset of estimated workers’ compensation benefits are contained in Rulemaking File
Volume 2, Tab E: Reliance Standard Voluntary Plans Disability Income Protection Insurance,
page 4, and Guardian Product overview Form 2002-1680 (3/02), which use “receive or are
eligible to receive” and “receives or is eligible to receive” language.

Section 2232.45.4. Benefit Reductions Shall Not Be Based on Workers’ Compensation-
Permanent Disability.

This section has been amended as set forth above in the Updated Informative Digest, for
the reasons set forth above. The Department believes the necessity for the regulation is clear.
Because disability income insurance policies are designed to provide a substitute for earnings
when, because of injury or disease, the insured is deprived of his capacity to earn a living, “[a]
reasonable person would not anticipate that permanent disability benefits under the Workmen’s
Compensation Act will be deducted from the amount of payment under the disability policy.”
Russell v. Bankers Life Co. (1975) 46 Cal. App.3d 405, 416-417. The comments of Cassie
Springer-Sullivan evidence the necessity for the regulation. In her experience, insurers seek to
offset permanent disability “100% of the time,” and the need for a regulation barring this practice
is great. [Rulemaking record, Volume 1, Tab I, hearing transcript, pages 29:4-30:7] Mr. Keenley
also stated his support. [Rulemaking record, Volume 1, Tab O, April 23, 2008 letter, pages 6 — 7
item 2.] The record contains insurance company marketing materials which simply refer to
reductions in benefits for “workers’ compensation,” without indicating whether there is any
differentiation being made between permanent and temporary workers’ compensation benefits. It
should be clearer that any such provisions do not encompass permanent workers’ compensation
benefits. [Rulemaking record, Volume 2, Tab E, The Hartford’s Long Term Disability Benefit
Highlights (Rev. 1/07) page 3; Rulemaking record, The Hartford’s Short Term Disability Benefit
Highlights (Rev. 1/07) page 2; Rulemaking record, Volume 2, Tab E, The Prudential Insurance
Company of America’s informational form IFS-A123674, page 2; Reliance Standard Voluntary
Plans Disability Income Protection Insurance, page 4; Standard Insurance Company, Voluntary
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Long Term Disability Insurance Booklet page 6.] Necessity is also illustrated by Exhibit A to the ‘
comments filed by Mr. Keenley on May 2, 2008. Exhibit A is a copy of a U.S. District Court

Central District of California Civil Minutes — General in Alloway v. Reliastar Life Ins. Co. et al.

dated 4/28/08 in which the court denies Reliastar’s motion for summary judgment. The case

concerns a disability income insurance policy provision allowing offsets for “worker’s

compensation benefits” and whether this provision would allow offset of workers’ compensation

permanent disability benefits. Mr. Keenley argues that although this case had the right result

based primarily on the employer’s actual practice of only offsetting wage replacement income,

there is a need for guidance in California concerning the insurer practice of issuing long term

disability income policies which allow insurers to offset permanent disability benefits.

The Department agrees that it is good public policy to permit integration of disability benefits to
prevent claimants from receiving double recoveries. The purpose of the regulation is to prohibit
policy provisions which go beyond this and allow offsets for workers’ compensation permanent
disability benefits. These provisions would be inconsistent with the law cited in support of this

section. The Department seeks to clarify insurers’ obligations in this regard.

Section 2232.45.5. Benefit Reductions Based on Earnings Received for Work Performed
While Disabled.

This section has been amended as set forth above in the Updated Informative Digest, for the
reasons set forth above. The rulemaking record contains evidence that insurers sometimes
estimate the amount of an insured’s earnings received for work performed while disabled by
extrapolating larger amounts of pay from payments received for relatively short periods of work.
This does not necessarily reflect the insured’s earnings received for work performed.
[Rulemaking record, Tab I, hearing transcript, pages 30:8-31:5] A regulation which sets forth
that these estimates are subject to a standard of good faith is consistent with California law. The
cited authority supports the regulation. Policy provisions which allow such estimates but which
are not interpreted in accordance with a duty of good faith are misleading. Statements of
estimated earnings must have a good faith reasonable basis. The Department believes that the
regulation is a simpler way of interpreting CIC 790.03’s requirements than seeking legislation.
The Department believes the regulation is reasonably necessary to obtain more accuracy in
estimates of earnings received for work performed while disabled, and as an effort to prevent
misleading estimates.

Section 2536.2. Advertisements of Benefits Payable, Losses Covered or Premiums Payable.

This section has been amended as set forth above in the Updated Informative Digest, for the
reasons set forth above. The necessity for this regulation is evidenced by the public comments in
the record that say the public is not adequately informed of offsets. [e.g., Rulemaking record,
Volume 1, Tab I, hearing transcript pages 31:19-32:25; Rulemaking record, Volume 1, Tab I,
hearing transcript pages 64:13-65:5]. Necessity is also shown by the insurers’ marketing
materials that are made part of the rulemaking record. [Rulemaking record, Volume 2, Tab E] \
These materials do not adequately explain to the public the extent to which various offsets reduce
the benefit that is actually received by the insured. Some materials do not mention offsets at all, .
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yet the policy forms contain offsets which operate to reduce the benefits an insured could receive.
Others refer to “benefit integration” and “coordina(ion) with other income benefits” for “other
sources of income an insured receives or is eligible to receive.” [Rulemaking record, Volume 2,
Tab E, Reliance Standard Life Insurance Company Group Long Term Disability Proposal of
Service March 29, 2007, pages LTD-3 and LTD-8] While this is understood within the industry,
it is not clear to the public. The Department included the marketing materials of Standard
Insurance Company as an example of how it is possible, without too much burden, to disclose
how offsets reduce benefits. That is the sort of disclosure the regulations would require.
[Rulemaking record, Volume 2, Tab E, the page numbered “3”’]

The fact that the insurers will incur some expense in revising their materials does not outweigh
the detriment to the public of not understanding the coverage offered or provided. The Hartford
notes that these products are not understood by the public in its marketing study titled
”Unintended Exposure: The surprising ‘Big Gamble’ Employees Take Every Day,” page 8, “Why
should employees buy coverage when they don’t even understand what it does?” [Rulemaking
record, Volume 2, Tab E, The Hartford’s Disability Literacy Study]

The Department believes that the regulation is necessary in order for the public to better
understand the potentially huge impact that offsets can have on benefits actually received. Itis
irrelevant whether an employer or employee pays for the coverage — both are entitled to better
disclosure. It is also irrelevant whether employers choose to create their own descriptive
materials. Insurers’ materials must disclose material information as well, and better disclosure
by insurers can only further better disclosure by employers.

UPDATE OF MATERJAL RELIED UPON

No material other than the public comments, the transcript of the public hearing, the two Notices
of Availability of Revised Text, the two Amended Texts of Regulation made available for 15-day
notice, the Notice of Addition to Rulemaking File and the documents listed therein, the
Declarations of Mailing therefore, this Final Statement of Reasons, the Final Text of
Regulations, the executed Form 400, and the Certification of the rulemaking record has been
added to the rulemaking file since the time the rulemaking record was opened, and no additional
material has been relied upon.

- IDENTIFICATION OF STUDIES

The Department relied upon the portions of The Hartford insurance company’s marketing study
cited herein. The study is titled "Unintended Exposure: The surprising ‘Big Gamble’ Employees
Take Every Day,” With that exception, there are no technical, theoretical, and empirical
studies, or similar documents relied upon in proposing the adoption of the regulations.

MANDATE UPON LOCAL AGENCIES AND SCHOOL DISTRICTS

The Department has determined that the proposed regulations will not impose a mandate upon
local agencies or school districts.
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ALTERNATIVES

The Commissioner has determined that there are no alternatives that would be more effective, or
as effective and less burdensome to affected persons, than the proposed regulations. Although
some public comments state that the Department should proceed by way of legislation rather than
regulation, the Commissioner has determined that it is more appropriate to address the issues at
hand by issuing regulations which clarify insurers’ obligations under CIC section 790.03.
Moreover, the Commissioner is obligated to adopt regulations concerning the subject matter of
sections 2232.45.2, 2232.45.4, and 2232.45.5 by the terms of the Settlement Agreement in
ACLHIC et al. v. Garamendi and the California Department of Insurance, Sacramento County
Superior Court case number 05CS01668, as amended, no later than May 19, 2008. The
Settlement Agreement, and the Amendment thereto, is included in this rulemaking file.

ECONOMIC IMPACT ON BUSINESS AND THE ABILITY OF CALIFORNIA
BUSINESSES TO COMPETE:

The Department received public comments stating that the regulations will increase insurers’
costs and therefore increase the cost of coverage to the public. Insurers may or may not decide to
charge more for their products as a result of the regulations. The regulations make the products
being sold more valuable, because the regulations require that the products provide better
coverage. Therefore, even if an insurer chose to increase premium as a result of the regulations,
the cost to the consumer may be unchanged, because the consumer receives better coverage as a
result of the regulations.
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